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In this paper we examine how political instability and other determinants of 
business environment in Ukraine relate to firm performance and decisions, using 
firm-level data on 851 companies from a World Bank Enterprise survey. We 
examined impact of different obstacles for doing business, based on perception of 
companies’ leaders. Our finding shows that political instability has a significant 
negative relationship with capacity utilization of firms and the probability to create a 
new product. These findings are consistent with previous studies on political 
instability, which has a negative impact on firm performance. The one different result 
is that corruption is found to have a positive impact on new-product development, 
which may be explained by the fact that corrupted officials might close their eyes on 
some procedures connected with the development of a new product.  
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Chapter 1 Introduction 
1.1 Background 
 
According to World Bank 2011, more than a quarter of the world’s population 
live in countries affected by violent conflicts and political instability. Economists 
around the world recognize political instability as one of the biggest risks to 
economic growth and business development. It leads to frequent changes in policies, 
creating uncertainty and posing a threat to a firm’s performance. Political instability 
is believed to be one of the major obstacles for firms' successful functioning and 
decision-making by entrepreneurs in Ukraine. Current socio-political events provide 
vivid evidence for the ruining negative effects of political instability and unrest. 
While Ukraine’s political situation remains uncertain, its economy “teeters on the 
brink”. Economists say that if the political instability is not reined in soon enough, 
the currency will spiral out of control and place huge pressure on the financial and 
corporate sectors (The Economist, 2014). 
After the Soviet Union broke down during the nineties, in most of the affected 
countries dramatic political changes took place, and a new wave of democratization 
initiated. But in reality political and economic situation was much more complex than 
expected. Lack of human capital, lingering impact of the previous system, 
underdeveloped and weak institutions in most of the transitional countries created 
uncertainty and messy situations. Some countries, which had appropriate levels of 
human capital, adequate view on democracy and knowledge of market economy,  
have succeeded to create proper institutions, including Poland, the Czech Republic, 
Hungary etc.. The transition in those countries has been considered a great success. 
Unfortunately, in other countries transition cannot be called successful due to 
uncertainty in the democratic process, transitional instability and economic problems 
(Radmilo Pesic and Branislav Boricic, 2004). Examples of those countries are 
Ukraine, Russia, Moldova, Georgia, Belarus and others.  
  Since 1991, in the immediate post-Soviet era, Ukraine was an unproductive 
economy. Corruption, political instability and poor governance have long been 
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remains one of the biggest in the whole world – at around 50% of GDP (The 
Economist, 2014). Ukraine’s 2004 presidential elections were associated with 
electoral fraud, which caused hundreds of thousands of Ukrainians to protest on the 
streets, and came to be known as the “Orange Revolution” and ended with a victory 
for Yanukovych (Steven Weehrel, 2014). The elections showed a regional split in 
opinions. Just a few months ago, it was believed, that despite the growing 
dissatisfaction with the government, there was very little chance of massive unrest in 
Ukraine. But in November the situation suddenly changed, after the president’s last-
minute decision to decline signing an Association Agreement with the European 
Union. Anti-government demonstration started. In November 2013, the government’s 
effort to violently stop pro-European Union protests brought to mass demonstrations 
in Kyiv and all over in Ukraine, which lasted for over 3 months. The most serious 
violence has occurred on February 2014, resulting in at least 88 deaths, mainly 
among protestors but also including some police officers. This resulted in a collapse 
of the government of President Viktor Yanukovych. He fled from Kyiv, as did many 
of his supporters. 
Despite advantages such as a well-developed heavy industrial sector, rich soil, 
and good strategic location, Ukraine remains today one of the poorest European 
countries. In 2011, its Gross Domestic Product (GDP) per capita in PPP terms was 
only 21% of the EU average and 43% of Russia’s. Its FDI per capita in 2010 was 
$979, less than half of Russia’s and only a quarter of Poland’s. Foreign companies 
consider such discrepancies as the result of corruption and serious shortcomings in 
the rule of law, and a weak judiciary, which block foreign investment. Due to these 
issues, Ukraine was hit hard by the international financial crisis of 2008. Ukraine’s 
real GDP fell by 15.1% in 2009. In 2010 it grew by 4.2% and by 5.2% in 2011. 
However in 2012 the growth slowed to 0.2%. And GDP dropped by 1% in 2013. 
The new government of Ukraine is going to meet serious economic problems. 
Ukraine has serious long-lasting problems in attracting foreign investment, due to 
serious political problems, corruption and other uncertainties in the rule of law. 
Living standards for Ukrainian people still remain very low.  
Ukraine’s political crises made county’s economic problems even more 
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lead to default of its sovereign debt in 2014. The finance minister had asked for $35 
billion in macroeconomic financing over the next two years. But before funding can 
be available, EU and other potential donors have warned that the government in 
Ukraine has to be in place to provide necessary reforms.  
Recent political events have created even more unfavorable business 
environment and negative effect on firm’s performance. Authors of “World 
Investment and Political Risk 2013” found that investors continue to consider 
political risk as a main obstacle to investing in developing countries, and for the first 
time since they launched the survey, investors all over the world classified 
macroeconomic instability as their top concern.  
           In recent years it has become a standard thing for Ukraine to change leadership 
(Prime Minister, Speaker, President, etc.) every year or so. And the result is not 
surprising. Investors came to the conclusion that Ukraine is politically unstable and 
that doing business there is too risky. This has led to many poor investment decisions. 
Some economists characterize the political situation in Ukraine as “stable political 
instability”.  
          Political risk in emerging and developing countries, growing civil unrest is a 
threat to businesses around the world. Economic, political and religious tensions can 
harmfully affect exporters, investors, traders and others. It may lead to companies' 
shutdown, relocation, sale or other losses. The degree of the risk, which threatens a 
firm’s value, is determined by political stability. Instability risks arise from political 
power struggles. These conflicts can be of different nature: between members of 
government, fighting for bigger power or mass protests. Economists around the world 
have been studying the impact and importance of political instability and weak 
governmental institutions.  
 
1.2 Literature review 
 
In their studies, Acemoglu et al (2001), Hall and Jones (1999), Rodrik (1999) 
showed that the main determinants of wealth and long-term growth are the 
institutions. Those countries that had better political and economic institutions in past 
are wealthier and more successful today. Barro (1991) in his study showed a 
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governmental institutions are crucial for the prosperity of modern economy; they 
influence the effectiveness and speed of economic development. Politically open 
societies where law is carefully followed and private property rights are protected 
develop 3 times faster and 2.5 times more effective than those where this freedom is 
limited. Hellman and Schankerman (2000) studied the nexus between enterprises and 
the state. They find that economic reform improves governance in countries with a 
low degree of “state capture” by vested interests, but not in high-capture countries. 
Ukraine experiences transition of the former socialist economy to market 
economy. Such a transition should be supported by well established by government 
property rights. The difficulty and costs of it were underestimated. The post-soviet 
Ukrainian government lacked skills and resources to manage the transition and fit 
into market economy (Nanivska). 
 Using the data from 1950 to 1982, Alesina (1996) showed that in countries 
and time periods when government collapses GDP growth is much lower. Similar 
conclusion made Jong-a-Pin (2009) in his recent paper. Siermann and de Haan (1996) 
find a negative correlation between the invest-GDP ratio and political instability, 
frequency of government changes.  
It’s not surprising that researches found a negative relationship between 
political instability, civil wars and economic performances. Cerra and Saxena (2008), 
by analyzing data on 190 countries, found that output falls by 18% following civil 
wars. Empirical studies of the effect of political instability have divergent results. 
Some found a very strong negative relationship between foreign direct investment 
(FDI) and political instability (Busse and Hefeker, 2007; Daude and Stein, 2007; 
Alfaro et al., 2008). By using “sociopolitical instability index” Alesina and Perroti 
(1993) explain variations in cross-country investment performance. The important 
factors in the index are indicators of the lack of democracy and the incidence of 
political violence.  
Collier and Gunning (1999) raised an additional topic, arguing that political 
instability and risk may also influence on the composition of investment. They found 
that in risky environment the demand for capital goods, such as houses, buildings, is 
lower, due to the reason that they are not mobile and can’t be moved in case of a 
breakdown in the society. However, some other researchers have found no significant 
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determinants of investment flows (Noorbakhsh et al., 2001; Blonigen and Piger, 
2013). Some foreign companies have gained from political instability. In Angola 
diamond mining companies operating benefitted from its civil war. Guidolin and La 
Ferrara (2007) argue that they were able to attain higher profits due to lower licensing 
costs, as a result of the reduced bargaining power of the Angolan authorities. 
There are many studies, which show how political instability influences 
investment, income, growth, consumption etc at the country level, but there were 
only a few studies on how it affects firm performance. Camacho and Rodriguez 
(2010) studied the impact of political instability on investment, profitability, sales and 
exports. They used census data to analyze impact of armed conflics on production of 
manufacturing firms in Columbia. Abadie and Gardeaazabal (2003) in their work 
show that the cease-fire by the Basque terrorist organization in 1999 negatively 
impacts returns of firms in Basque. Collier and Duponchel (2010) use survey data to 
analyze how civil conflicts influence firms’ performance in the context of Sierra 
Leone’s war. Their hypothesis was that performance of companies is negatively 
influenced due to technical regress and loss of skilled workers. This prediction was 
supported by the analysis of firm’s decisions 5 years after the war, when in those 
regions, affected by conflict, firms were willing to spend more money on labor 
training.  
Another interesting study was made by Ksoll et al. (2010), who examined the 
impact of unexpected conflict in 2007 in Kenya on flower firms’ exports. It was 
found that violence during that period led to 38% drop in exports and 16% increase in 
operating costs, to compensate for the lack of workers during violence. But this work 
was based on a specific industry and small sample size. L. Klapper, C.Richmond and 
T. Tran (2013) using firm-level data from Cote d’Ivoire, examined the impact of 
political instability and violent conflict on firms in terms of efficiency loss. They 
found that the conflict reduces firm TFP and having foreign ownership magnifies the 
impact of conflict. 
In this paper, using World Bank survey data from 2008, I examine how 
different obstacles, including political instability, influence firms’ performance, in 
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Chapter 2 Business environment in Ukraine 
Ukrainian firms and development constraints 
 
Compared to Europe and Central Asia, Ukrainian firms face more stringent 
collateral requirement, use less bank financing, use less communication technologies, 
but there are some regional and sectoral differences among the companies. In the 
West region, firms sell on credit 56% of their output, which is almost double than in 
other regions of the country. They are also more likely to have a checking or savings 
account (98% in the West region, comparing to less than 90% in other regions, except 
Kiev).  Around 22% of the ECA firms engaged in exporting activities, in contrast to 
the Ukrainian average of 12%, moreover, they use the lowest percentage of inputs of 
foreign origin in the region (table 1). Firms, established in Kiev and West region are 
more likely to be exporters than in other regions. There is also observed a regional 
difference in communication technology usage. In Kiev around 84% of companies 
communicate with customers via email and nearly 60% have their own web site, 
which is much higher than in other regions of Ukraine. 
 
Table1: The Average Firm in Ukraine 2008 
  
Ukraine ECA-29 EU-10 
 
Age (years)  14.3 13.9 13.9 
Percent of firms formally registered when 
started operations in the country  
95.8 96.8 98.7 
Private domestic ownership (%)*  93.5 91.3 90.3 
Private foreign ownership (%)*  4.5 6.2 7.4 
Government/state ownership (%)*  1.1 1.1 0.5 
Percent of firms with female participation 
in ownership  
47.1 36.7 39 
Percent of firms with female in top 
management position  
27.9 18.9 22.2 
Experience of the top manager (years)  13.4 16.1 17.2 
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Average number of permanent, full-time 
workers  
56.8 43.4 36.4 
Percent of full-time female workers  47 38.5 40.1 
Source: Enterprise survey, World Bank 2008 
Good economic governance in areas such as taxation regulations and business 
licensing is a fundamental pillar for the creation of favorable business environment. 
In Ukraine companies operate in the environment full of obstacles for development. 
Corruption by public officials and political instability still stays a big issue, which 
present a major administrative and financial burden on firms. It undermines the 
operational efficiency of firms and raises costs and risks associated with doing 
business. At least 1/3 of Ukrainian companies bare “informal payments” as an extra 
cost, 32% of the companies expect to pay money to officials to keep business running. 
There are only 4 more countries in ECA, which have a higher percentage of firms, 
which expect to pay extra costs to tax officials: Tajikistan, Uzbekistan, Azerbaijan, 
and Kyrgyzstan.  
 
Figure 1: Characteristics of the firms interviewed 
Source: Enterprise Surveys, 2008. 
In 2007 Ukraine was ranked 118 out of 179 countries in Transparency 
International’s Corruption Perceptions index, Among the firms with foreign 
participation in ownership 87% expected to “give gifts” to get construction permits, 
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than in the rest of the country. The Enterprise survey data allows us to monitor 
business environment changes. In a few areas it shows an improvement. Among the 
firms the percentage of those ready to “give gifts” to officials dropped from 54% to 
44% in 3 years, and percentage of those who pays “extra payment” to tax officials 
decreased by 15 %. This is consistent with the Paying Taxes indicator of the Doing 
business 2009 report, which measured a decrease in tax compliance time of 1,237 
hours over the same period. Those results could be associated with reforms in tax 
administration, such as an improvement in electronic filing, as documented by the 
Doing Business 2009 report. 
 
Table 2: Constraints on the average firm in Ukraine 2008 
  
Ukraine ECU-29 EU-10 
 
Number of power outages in a typical 
month 
2.1 5.2 2.1 
Senior management time spent in dealing 
with requirements of government 
regulations(%) 
11.3 10.6 9.5 
Average number of visits or required 
meetings with tax officials 
2.1 1.6 1.1 
Percent of firms expected to pay informal 
payment to public officials (to get things 
done) 
31.8 23.1 12.7 
Incidence of graft index** 29.8 13.5 6.8 
Losses due to theft, robbery, vandalism, 
and arson against the firm (% of sales) 
0.6 0.5 0.4 
Percent of firms paying for security 55.2 57.7 62.2 
Source: Enterprise Surveys, 2008 
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Chapter 3 Empirical Evidence 
3.1 Data and Methodology 
 
In this paper we are using World Bank Enterprise survey to estimate the 
impact of major obstacles on firms’ performance in Ukraine. The enterprise survey 
use standard survey instruments to collect firm-level data from 851 firms on business 
environment from owners and top management. The Survey focuses on many factors 
that shape the business environment, and which are important in order to determine 
whether a country’s economy will prosper or go down. A favorable business 
environment helps and encourages firms to work efficiently, innovate, increase 
productivity, and sustain development, which brings economy of the whole country 
to grow. This results in higher employment rates, tax contribution, which is necessary 
for public investment in education, health, science etc. On the other hand a non-
favorable business environment characterized by multiple obstacles, which make 
firms less productive, leading to higher unemployment rate, bigger percentage of 
shadow economy and negatively impacts welfare of the country as a whole. 
The Enterprise survey, provided by World Bank, covers small, medium and 
large companies and includes the service sector, manufacturing sector, transportation 
and construction sectors. The survey contains numeral quantitative and qualitative 
information through face-to-face interviews with owners of the companies or top 
managers, regarding their perception on business environment quality and 
performance and productivity of their firms. The topics, which covered in the survey, 
are: trade, infrastructure, finance, regulations, corruption, informality, innovation, 
political instability etc.  
In Ukraine the latest survey was conducted in 2008. The information was 
collected from 851 firms, in different regions of Ukraine, representing the non-
agricultural formal private economy. Except collecting information on the business 
environment, the survey also gathers information on the characteristics of firms.  
In this paper we want to estimate a regression to test our prediction, that 
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has negative impact on firms’ performance. We check how those obstacles determine 
the development of new products and services, and capacity utilization, when 
controlling for firm characteristics and fixed effect variables. 
In order to estimate explanatory variables we use the cell average approach, 
where we average outcome of survey responses by industry and region to measure the 
business environment of firms in each region-industry cell. We use this approach for 
several reasons: Firstly, in the same region and industry entrepreneurs face the same 
quality of business environment, same obstacles, but their perceptions differs. 
Secondly, the method helps us to avoid endogeneity and omitted variables bias. 
In order to analyze correlation, we use the OLS regression model, following 
Barro (1991): 
   Yklm = β1 + β2(indicators of business environment)lm+ (set of control variables)klm  + 
εklm , 
where Yklm is a certain performance of the firm k, which belongs to industry l and is 
situated in a region m. We also include control variables and εklm is the error term. We 
also control for industry and city fixed effects in the model. 
Table 3: Summary Statistics for Variables 
Variable   Obs Mean Std. Dev. Min Max 
  
     
Capacity utilization 
 
845 73.11704 28.81702 0 100 
New product 
 
848 0.5683962 0.4955922 0 1 
Certification 
 
850 0.3654478 0.1796671 0 1 
Unregistered firms 
 
851 0.4167813 0.2196987 0 1 
Crime and Theft 
 
851 0.564953 0.1744751 0 1 
Customs 
 
851 -1.800235 1.16984 0 1 
Contract secured by 
government 
 
851 0.1360421 0.1341666 0 1 
Inspections 
 
851 0.5971569 0.178148 0 1 
Access to finance 
 
851 0.6243774 0.1555129 0 1 
Courts 
 
847 0.5838365 0.1901134 0 1 
Informality 
 
851 0.526834 0.2115889 0 1 
Corruption 
 
845 0.7542457 0.1635557 0 1 
License 
 
850 0.486391 0.1882583 0 1 
Tax administration 
 
843 0.7188023 0.1761707 0 1 
Tax rate 
 
851 0.806551 0.1279637 0 1 
Political instability 
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